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No. 10240 
IN THE 


United States Circuit Court of Appeals 


FOR THE NINTH CIRCUIT 


DaILy JOURNAL CoMPANY, 
Petitioner, 
US. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


BRIEF FOR PETITIONER. 


Jurisdiction. 


This petition for review involves deficiencies in Federal 
corporation income taxes for the years 1936, 1937 and 
1938 in the total amount of $991.05 and deficiencies in 
Federal personal holding company surtaxes for the years 
Wee7 sand 1938 totaling $15,255.36. [Tr. 3].] The de- 
cision of the United States Board of Tax Appeals (now 
designated as the Tax Court of the United States and 
Mereinatter referred to as the “Tax Court’) fixing said 
deficiency was entered May 12, 1942. [Tr. 46.] This 
petition for review was filed August 6, 1942 [Tr. 150] 
pursuant to the provisions of Section 1142 of the Internal 
Revenue Code, 26 U.S.C. A. $§1140-1142 (1940). 


Opinion Below. 


The only previous opinion rendered in this cause is the 
memorandum opinion |unreported, Tr. 41-46] of the 
Tax Court. 


wees 


Issues Involved. 


(1) Is petitioner entitled to deduct in determining 
its net taxable income for the calendar years 1936, 
1937 and 1938 the salary paid by it during said years 
to its president, Douglas W. Wilson. 


(2) Under the circunistances here involved, is peti- 
tioner liable for personal holding company surtaxes 
for the years 1937 and 1938 in view of the fact that 
all of its income for said years was distributed either 
as dividends or salaries, and was duly tax paid by the 
recipients thereof. 


A third question was raised before the Tax Court and 
related to the deductibility of a loss sustained by petitioner 
in connection with a bond issued by the Breakers Hotel. 
This issue was decided against petitioner by the Tax 
Court, but the decision with respect thereto is not before 
this Court for review. 


Statutes and Regulations Involved. 


(1) Satary ISSUE. 
(a) Section 23 of the Revenue Acts of 1936 and 
1938 provides in part as follows: 


“DEDUCTIONS From Gross INCOME. 


In computing net income, there shall be allowed as 
deductions : 

(a) Expenses.— 

(1) In General—All the ordinary and necessary 
expenses paid or incurred during the taxable year in 
carrying on any trade or business, including a rea- 
sonable allowance for salaries or other compensation 
for personal services actually rendered; * * *” 


- 


(b) Article 23(a)-6 of Regulations 94 and 101 
issued under the Revenue Acts of 1936 and 1938 re- 
spectively provides in part as follows: 


“Compensation for personal services——Among the 
ordinary and necessary expenses paid or incurred in 
carrying on any trade or business may be included 
a reasonable allowance for salaries or other compen- 
sation for personal services actually rendered * * *” 


(2) PERsonaL Ho_pinc Company SurTAX Issue. 


(a) Section 351 of the Revenue Act of 1937 pro- 
vides in part as follows: 


“There shall be levied, collected, and paid, for each 
taxable year (in addition to the taxes imposed by Title 
I), upon the undistributed adjusted net income of 
every personal holding company a surtax equal to the 
sum of the following: 


(1) 65 per centum of the amount thereof not 
in excess of $2,000: plus 


(2) 75 per centum of the amount thereof in 
excess of $2,000.” 


(b) Section 401 of the Revenue Act of 1938 pro- 
vides in part as follows: 

“There shall be levied, collected, and paid, for each 
taxable year, upon the undistributed Title ILA net in- 
come of every personal holding company (in addition 
to the taxes imposed by Title 1) a surtax equal to the 
sum of the following: 

(1) 65 per centum of the amount thereof not 
in excess of $2,000; plus 


(2) 75 per centum of the amount thereof in 
excess of $2,000.” 


_ 


Statement of Facts. 


This proceeding was submitted to the Tax Court on the 
pleadings, the deposition of Douglas W. Wilson [Tr. 53- 
90], and certain exhibits containing pertinent statistical 
data introduced in evidence at the hearing. The respond- 
ent introduced no evidence. 


Because of its importance, the testimony of petitioner’s 
witness, Douglas W. Wilson, is printed in full in the 
transcript of record, pages 53-90. 


The facts here involved are simple and may be sum- 
marized as follows: 


(1) In 1893 one Warren Wilson acquired an unin- 
corporated business operating in Los Angeles, Califor- 
nia and called the Daily Journal Company which pub- 
lished a legal newspaper named the “Los Angeles 
Daily journal” (| Tr. 54, 55.) In 1895 this enter 
prise was incorporated under the name of Daily Jour- 
nal Company, a California corporation, the petitioner 
herein. [Tr. 55.] . 

Warren Wilson was petitioner’s president from its 
incorporation until the former’s death in 1917. [Tr. 
55.] At his death, and for some time prior thereto, 
Wilson received an annual salary of $24,000.00 as 
petitioner’s president. [Tr. 58.] 


(2) In 1906, Douglas W. Wilson, Warren Wil- 
son’s son, entered the employ of petitioner as its cir- 
culation manager. [Tr. 54, 55.] In 1912, he became 
Vice-president and Assistant Manager. In 1917, upon 
his father’s death, Douglas W. Wilson became peti- 
tioner’s president, and has continued as such continu- 
ously to the present. [Tr. 56, 57.] 


a 


Since 1917, Douglas W. Wilson has devoted all 
his time to the management of petitioner’s affairs [Tr. 
57], and pursuant to appropriate corporate resolution 
has received from petitioner as president an annual 


Falary ot $12,000.00. [Tr. 57, 58.] 


(3) Between 1917 and 1929, petitioner’s business 
more than doubled, its gross income increasing from 
about $80,000.00 to more than $187,000.00 in 1928. 
[Tr. 142, Petitioner's Exhibit One. ] 


(4). During the years immediately preceding 1929, 
the legal publishing business in Los Angeles became 
exceedingly competitive. [Tr. 60.] During this 
period, petitioner conducted approximately two-thirds 
of the legal publishing business in the Los Angeles 
area, but had several important competitors, including 
The Los Angeles News, The California Independent, 
The Los Angeles Review, and The Greater Los An- 
geles. Of the legal periodicals just mentioned, the 
Los Angeles News was second in importance to peti- 
tioner. [Tr. 60. ] 


(5) In 1929, the owner of the legal publishing com- 
pany which owned The Los Angeles News, The 
Greater [Los Angeles and a one-fourth interest in 
The California Independent approached petitioner and 
suggested a consolidation of the legal newspapers op- 
erating in the Los Angeles area. [Tr. 60.] After 
careful consideration by petitioner’s stockholders and 
directors, a plan of consolidation was agreed to. | Tr. 
OIG. | 

The consolidation plan contemplated the formation 
of a new corporation which was to acquire the pub- 
lishing business of the various independent companies. 


oy 


Said consolidation agreements appear in full in the 
transcript of record, pages 111-138. For the further 
information of the Court, the application filed on be- 
half of the new company with the California Corpora- 
tion Commissioner for a Permit to issue and sell its 
stock appears in the transcript, pages 91-104. The 
consolidation plan as set forth in the agreements and 
petition just referred to was duly consummated. [Tr. 


61-63.] 


(6) The new company heretofore referred to was 
called ‘Consolidated Printing and Publishing Com- 
pany.” {Tr. 60.] Its Class A preferred stock was 
issued to the various periodicals heretofore referred 
to for tangible assets. Its Class B preferred and 
common stock was issued to said persons for sub- 
scription lists, good will and other intangibles. [Tr. 
62-63 and 91-94.] Petitioner received 69% of the 
Class A preferred stock, 65% of Class B preferred, 
and 67% of the common stock. [Tr. 34.] 


(7) Among others, the consolidation and the agree- 
ment providing therefor contained the following im- 
portant features and provisions: 

(a) The component companies, including peti- 
tioner, specifically agreed to render all possible 
aid to the new enterprise the consolidation agree- 
ment in this particular providing in part [Tr. 
el 

“It is hereby further covenanted and 
agreed that each of the said contracting par- 
ties and the stockholders of said contracting 
parties so far as the same can be bound by 
this agreement*“will use their best efforts and 
endeavors to further and promote the busi- 
ness of said new corporation.” 


= . 

(bh Me vias specifically understood and agreed 
by all the parties that the new enterprise was to 
be managed by petitioner, acting/through its pres- 
ident, Douglas W. Wilson.  [r-—66;-88-90-+ 

ad this not been agreed to, the consolidation 
would not have been effected. -[-Er-—90-}+ 


(@ Consistent with the intent of the parties 
as heretofore set forth, it-was specifically dered”? 
that the new-enterprise would pay no salary to 


any officer without the consent of all the di- 


rectors. /¥r~115;-129-134,-65-]—In-this-con- 
nection;—the_agreement provided in part. |-Tr. 
115.J.: . 

“Tt is hereby further covenanted and 
agreed that the executive officers of said new 
corporation shall not charge or receive any 
salary for their services rendered to said cor- 
poration unless otherwise ordered by the af- 
firmative vote of all of the members of the 
Board of Directors of said new corpora- 
tion.” 


(d) The various component enterprises ac- 
quired by the new corporation were operated as 
separate departments. [Tr. 73.] The various 
legal publications were not published under the 
name of Consolidated Printing and Publishing 
Company, but under their prior names. Consoli- 
dated Printing and Publishing Company is not 
known to the public; its name does not appear 
any place in the offices or plants of the enter- 
prise; and it is not even listed in any Los Ange- 
les Telephone Directory. It has no letterhead or 
miliitead, [ Tr. /1-73.] 


ou 


At all times since the consolidation in 1929, 
petitioner’s offices and plant have remained in the 
same location as prior to said consolidation. 
(Wire 7k. | 


(8) Subsequent to the consolidation, the new en- 
terprise has been managed by petitioner through the 
petitioner’s president, Douglas W. Wilson. [Tr. 83.]| 
For his services in these particulars, petitioner has 
paid to Wilson an annual salary of $12,000.00. [Tr. 
58, 66. | 

The management services of Wilson are stipulated 
by the parties to be worth not less than $12,000.00 
a year, [Tr. 153-154.] In fact, they were reason- 
ably worth $18,000.00 a year. [Tr. 75.] 

The new enterprise, namely Consolidated Printing 
and Publishing Company, has never paid Wilson any 


sala elt. 66, 67, | 


(9) Since the consolidation, petitioner's business 
has been the management of Consolidated, and the 
former stockholders and directors have met regu- 
larly and frequently to discuss and determine the poli- 
cies to be followed in the conduct of Consolidated’s 
business. Douglas W. Wilson in acting as president 
of Consolidated has at all times been proceeding under 
the express instructions and at the express direction 
of petitioner’s directors. [Tr. 70, 77, 81, 82, 84, 86, 
87, 88. ] 

(10) The stock of Consolidated received by peti- 
tioner in 1929 constituted petitioner’s principal asset. 
[Tr. 69-70, 144-145. ] 

During the years here under review [Tr. 36-38] 
the income from Consolidated stock was _ prac- 


tO 


tically the sole source of petitioner’s income. During 
1936, 1937 and 1938, income from sources other than 
Consolidated stock totaied 2.7%, .35% and 1.04%, 
respectively of petitioner’s gross income. [Tr. 143, 
Petitioner’s Exhibit Two. ] | 


Since petitioner’s business was the management of 
Consolidated and petiticner’s principal asset and in- 
come came from Consolidated, petitioner’s president, 
Douglas W. Wilson, devoted substantially all his time 
to the management of Consolidated. [Tr. 69.] 


(11) Petitioner was not a mere investor in the 
stock of Consolidated, instead it was actively engaged 
in the management of said corporation. Upon cross- 
examination by counsel for respondent, Mr. Wilson 
testified in part as follows [Tr. 86, 87]: 


“Q. The actual work and services performed 
by you in connection with the holding of the 
assets of the Daily Journal Company and the 
management thereof did not consume a great deal 
of your time, did it? 

A. The assets of the old Journal? 

Q. Of the Daily Journal Company, which it. 
owned, during the years 1936, 1937 and 1938? 

A. Other than the stock in the Consolidated ? 

©. I mean all of the assets. 

A. Oh, yes. It consumed all my time, includ- 
ing the stock of the Consolidated. That is our 
sole interest and practically the only asset we have 
is our stock in the Consolidated. 

Q. All you have to do is to hold the stock. 
don’t you? [101] 

A. If you didn’t manage the Consolidated 
properly, the Journal wouldn’t have anything. 


=—1@%- 


Q. But the fact is you weren’t required to do 
that, were you? 

A. Oh, definitely, by the stockholders of the 
Daily Journal Company. That is our sole inter- 
est. We have no other interest. 

Q. Suppose you just sat by and collected the 
dividends, what would happen? 

A. I don’t think there would be any dividends, 
if we just sat by. 

Q. But you could do it, if you just so chose? 

A. I don’t see how we could collect the divi- 
dends. I don’t believe there would be any. 

Q. The actual legal imposition of duties upon 
you was merely to hold the assets; isn’t that 
correct ? 

A INO: 

Mr. Latham: Just a minute. Will you read 
the quesiton? I believe he has answered that a 
number of times, Mr. Tonjes. 

Will you read the question? 

(The question and answer were read.) 

Mr. Latham: Oh, I have no objection. 

QO. By Mr. Tonjes: Was the answer ‘no’? 

A. Mes. 

Q. What else did you have to do? 

A. To continue making a profit with those 
assets by [102] managing the Consolidated for 
the Daily Journal stockholders. That is the only 
source of income they have, and if not properly 
managed, would not be worth anything, and being 
a specialized business, I don’t believe you could 
save those assets if they were mismanaged. 

Q. Now, the $12,000 salary which you re- 
ceived during the years, 1936, 1937 and 1938, 
was authorized by the board of directors in 1917? 

AL yes. 
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Q. In 1917 was the Daily Journal Company 
operating a newspaper? 

A. Yes. 

Q. And the corporation was then engaged in 
active business ? 

A. Yes, the same as now.” (Italics supplied. ) 


(12) During the years 1937 and 1938, petitioner 
pursuant to a consistent policy paid to its stockholders 
all the earnings received by it from Consolidated after 
deducting operating expenses. [Tr. 76.] Its earned 
surplus balances at the end of the years 1936, 1937 
and 1938 were $892.94, $558.41 and $504.53, re- 
spectively. [Tr. 144.] 


(13) Petitioner’s 1937 gross income was $40,- 
851.75. [Tr. 142.] After paying the $12,000.00 
salary to Mr. Wilson, together with other operating 
expenses, petitioner paid out as dividends $29,000.00. 
[Tr. 144.] In 1938, petitioner’s gross income 
amounted to $26,772.51. After paying to Mr. Wilson 
his salary of $12,000.00, together with other operat- 
ing expenses, petitioner distributed dividends of 
$13,540.00 [Tr. 144.] 


(14) Respondent disallowed as a deduction in de- 
termining petitioner’s net income for the calendar 
year 1936, 1937 and 1938, $10,000.00 of the $12,- 
000.00 salary paid petitioner to its president, Douglas 
W. Wilson. Substantially all the tax deficiencies here 
in controversy result from such action. 

In addition, respondent determined personal hold- 
ing company surtaxes against petitioner for the years 
1937 and 1938 on the theory that it had not distrib- 
uted its net income to its stockholders. This action 
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was taken in spite of the fact that as heretofore shown 
it distributed all its income for said years either as 
salaries or dividends. 


The Tax Court sustained respondent in the par- 
ticulars specified. Its decision was apparently based 
on some theory that petitioner was endeavoring to 
improperly disregard corporate entities. [Tr. 44, 45.] 
This petition for review followed. 


Specification of Errors. 
[ir 1345] 


(1) The Tax Court erred in failing to find or 
conclude that during the years 1936, 1937 and 1938 
petitioner was carrying on the business of managing 
and operating Consolidated Printing and Publishing 
Company. 

(2) The Tax Court erred in failing to find that 
the $12,000.00 annual salary paid by petitioner to 
Douglas W. Wilson during each of the years 1936, 
1937 and 1938 was a reasonable and necessary busi- 
ness expense within the meaning of the language of 
Section 23(a) (1) of the Revenue Acts of 1936 and 
1938 and was deductible in determining petitioner’s 
taxable net income for said years. 


(3) The Tax Court erred in failing to enter a 
decision for petitioner finding that petitioner neither 
was subject to any income tax deficiencies for the 
years 1936, 1937 or 1938, nor was subject to any 
personal holding company surtax deficiencies for the 
years 1937 or 1938. 


(4) The Tax Court erred in entering decision for 
respondent. 


ie 


Petitioner’s Contentions and Summary of Argument. 
Petitioner contends: 


(1) That the issue presented to this Court for 
review is not one of primary fact but rather is a 
question of ultimate fact, and may, therefore, be 
considered by this Court without regard to the ruling 
Guaeae lax Cotrt. 


(2) That the deductibility of items of expense 
paid by a stockholder of a corporation is dependent 
upon whether or not said stockholder occupies merely 
the role of a passive investor or is so actively engaged 
in the conduct of the enterprise that it constitutes said 
stockholder’s business. 


That if the stockholder is merely a passive investor, 
said items are not deductible. If he is doing more 
than merely what is necessary from an investment 
point of view, the contrary is true. 


(3) That petitioner during the taxable years in 
controversy was in fact and law engaged in active 
business, namely, the management of Consolidated 
Printing and Publishing Company. 


(4) That said active business could only be carried 
on by petitioner through its officers and employees of 
whom its present president, Douglas W. Wilson, was 
obviously one. 


(5) That since petitioner was engaged in active 
business during the years under review, amounts paid 
by it to its president, in connection with the carrying 
on of its business, obviously constituted ordinary and 
necessary expenses and are obviously deductible in 
determining taxable net income. 
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(6) That the Tax Court, in denying the deduction 
claimed, admits that the question of reasonableness is 
not involved. Instead, it confused the issue by as- 
suming that petitioner was seeking to disregard cor- 
porate entities. 


(7) That the authorities cited by the Tax Court 
in its memorandum opinion are not in point as they 
all involved instances of passive investors. None of 
them involved cases of active business enterprises. 


(8) That in the case at bar, petitioner actually 
distributed all its earnings either by way of salaries 
or dividends. The salaries paid by petitioner to its 
president cannot be recovered by petitioner and re- 
stored to surplus even though a portion thereof is 
disallowed as a deductible expense. 


That the personal holding company surtax is a 
penalty tax intended to be asserted only where earn- 
ings have not in fact been distributed. It was never 


intended to be asserted in cases such as this where all — 


earnings have in fact been paid out. 


| 
Outline of Argument. 


THE QUESTIONS HERE PRESENTED MAY BE CONSID- 
ERED BY THIS COURT WITHOUT REGARD TO THE 
FINDINGS OF THE TAX COURT. 


ITEMS OF EXPENSE PAID BY A STOCKHOLDER IN CON- 
NECTION WITH THE AFFAIRS OF A CORPORATION IN 
WHICH IT OWNS STOCK ARE DEDUCTIBLE IF THE 
STOCKHOLDER’S INTEREST IN SAID CORPORATION IS SO 
ACTIVE AS TO CONSTITUTE ITS BUSINESS. 


THE TAX COURT CLEARLY ERRED IN DISALLOWING AS 
A DEDUCTION THE $12,000.00 SALARY PAID BY PETI- 
TIONER TO ITS PRESIDENT DURING THE YEARS IN 
QUESTION. 


REGARDLESS OF THE DEDUCTIBILITY OF THE SALARY 
CLAIMED, THE TAX COURT ERRED IN ASSERTING 
PERSONAL HOLDING COMPANY SURTAXES AGAINST 
PETITIONER FOR THE YEARS 1937 anp 1938. 


gs 
Argument. 


A. The Questions Here Presented May be Considered 
by This Court Without Regard to the Findings of 
the Tax Court. 


We are clearly not here concerned with findings of 
primary fact. Accordingly, the Tax Court’s conclusions 


are obviously not binding here. 


The Tax Court’s disallowance of the salary deduction 
claimed is not based on any theory that it is unreason- 
able in fact. The record shows that the services rendered 
by Mr. Wilson were eminently worth the $12,000.00 
claimed. It apparently is the Tax Court’s and Respon- 
dent’s contention, however, that said salary should have 
been paid by Consolidated Printing and Publishing Com- 
pany. This involves the finding that petitioner was not in 
fact engaged in the operation and management of Con- 
solidated, or, in other words, that petitioner’s regular 


business was not the operation of Consolidated. 


It is clear that the Tax Court’s finding involved con- 
clusions of law or at least the determination of a mixed 
question of law and fact. With respect to such issues, 
the Appellate Court is free to reach its own conclusion 


entirely independent of the finding of the Court below. 


This precise situation was considered by the 7th Circuit 
Court in the recent case of Marsch v. Commissioner, 110 
Fed. (2d) 423 (C. C. A. 7th, 1940). In that case the Tax 
Court denied to taxpayer a deduction for a loss sustained 


in connection with the operation of a racing stable, basing 


a) 


its denial on the conclusion that petitioner was not engaged 
in business. Upon review, the Circuit Court reversed the 
Tax Court and said with respect to the latter’s conclusions: 
“The words ‘business regularly carried on by the 
taxpayer’ are not defined by the statute. In such a 
case the findings of the Board are not conclusive and 
where the ultimate finding is a conclusion of law or 
at least a determination of a mixed question of law 
and fact, it is subject to judicial review * * * 
(citations) * * * and it becomes the duty of the 
Court to decide whether or not the correct rule of 
law has been applied to the facts found.” 


See also Helvering v. Tex-Penn Oil Co., 300 U. S. 481, 
Bo. Ct. 569 (1939). 
As a matter of fact, we do not feel that any claim has 


or will be made by respondent that the issues involved in 


this proceeding are not subject to full review by this Court. 
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B. Items of Expense Paid by a Stockholder in 
Connection With the Affairs of a Corporation in 
Which It Owns Stock Are Deductible If the 
Stockholder’s Interest in Said Corporation Is so 
Active as to Constitute Its Business. 


We are here concerned with the difference between a 
passive investor and one whose interest is so active as to 
amount to the conduct of a business. If the expenditure is 
connected with a trade or business, it is clearly deductible. 
If not, the contrary is true. 


This principle was established by the leading case of 
Foss v. Commissioner, 75 Fed. (2d) 323 (C. C. A. Ist, 
1935). There the taxpayer owned a majority stock inter- 
est in the American Blower Co. and had substantial invest- 
ments in the B. F. Sturtevant Co. A minority stockholder 
of Blower Company filed suit charging taxpayer with 
waste of the company’s assets, etc. The taxpayer incurred 
attorneys’ fees and other expenses in connection with said 
litigation which he deducted as ordinary and necessary 
business expenses under provisions of prior revenue acts 
:dentical with those covering the years here under review. 


The Commissioner disallowed said deductions and was 
sustained by the Tax Court. In reversing the Tax Court, 
the 2nd Circuit Court said, page 328: 

“The line comes between those who take the posi- 
tion of passive investors doing only what is necessary 
from an investment point of view and those who as- 
sociate themselves actively in the enterprises in which 
they are financially interested and devote a substantial 
part of their time to that work as a matter of busi- 
ness.” 


eo 


This principle has been clearly recognized and followed 
by the Courts. 
Helvering v. Highland, exec., 124 F. (2d) 556 
(C. C. A. 4th, 1942) ; 
Kane v. Commissioner, 100 F. (2d) 382, C. C. A. 
2d, 1938; 
Marsch v. Commissioner, supra; 
See: 
Stephen Hexter v. Commissioner, 47 B. T. A. No. 
69 (1942). 


This line of distinction has been recognized by the 
Supreme Court. 


mee: 
Higgins v. Commissioner, 312 U. S. 212, 217, 61 
S. Ct. 475, 478 (1941). 


The Highland case, supra, is especially worthy of careful 
consideration. There the decedent left a substantial estate 
which included the capital stock of several land companies 
and a majority of the Class A common stock in the Clarks- 
burg Publishing Company which published two papers. 
The decedent by his will authorized the executors to carry 
on any business or financial affairs in which the decedent 
might be interested at the time of his death “as fully and 
to the same extent as | could or might do if still living.” 
Decedent’s executor became president of the Clarksburg 
Publishing Company and had directed the policies of the 
newspapers published by said corporation. Said executor 
devoted practically all his time to the management of the 
real estate companies and the Clarksburg Publishing Com- 
pany. Dividends received from the Clarksburg Publishing 
Company constituted a substantial part of the estate’s 
income. 


“we 
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The estate became involved in litigation with respect 
to its interest in the Clarksburg Publishing Company and 
certain of the land companies, etc. It incurred other ex- 
penses with respect to claims against the estate, office 
expenses, etc. These various items were claimed as deduc- 
tions by the estate in determining its gross income during 
the years under review. All were disallowed by the Com- 
missioner. The tax Court reversed the Commissioner with 
respect to certain of said deductions and in particular 
allowed those pertaining to the management of the Clarks- 
burg Publishing Company and various land companies. 
The Commissioner petitioned the Circuit Court for review. 


The Court in affirming the decision of the Tax Court 
cited with approval the Foss case, supra, and said: 


“k * * clearly the taxpayer was not in the role of 
a passive investor, a mere conservator of property 
Oneamionmal liquidator of an estate * =~ = 


“Rather we believe that the estate, by virtue of its 
holdings in several real estate companies, was actively 
engaged in the real estate business and even more 
actively in the newspaper business. All of the evi- 
dentiary factors which we have previously mentioned 
in this opinion point to such a conclusion. 

“We agree with the Board that the suits involved 
in this case were connected with the carrying on of 
the business of the estate and not with its mere con- 
servation or liquidation * * *” 


It would be difficult to find a case more squarely in 
point here than the one just referred to. In connection 
therewith the following should be noted: 


(1) The net income of the estate in the Highland 
case was computed in exactly the same fashion, so 


far as expenses are concerned, as that of petitioner 
herein, and as the net income of an individual would 
be computed. 


(2) The estate in carrying on the publishing busi- 
ness as a stockholder of a corporation could act only 
through the estate's executor. In the instant case, 
petitioner in carrying on the business of Consolidated 
could only act through its president to whom it paid 
a salary. 


(3) If the Highland estate was carrying on the 
publishing business under the facts heretofore speci- 
fied, petitioner herein was clearly carrying on the same 
type of business in conducting the affairs of Con- 
solidated Printing and Publishing Company. 


This Court has itself specifically recognized the test of 
“Ts the taxpayer doing only what is necessary from an 


investment point of view?” 


Miller v. Commusstoner, 102 Fed. (2d) 476 (C. C. 
me 9th, 1939). 


There this Court cited the Foss case, supra, as authority 


for the following statement: 


“The Courts have held that where a man takes an 
active part in the management of an enterprise in 
which he has investments, his activities amount to 
the carrying on of a trade or a business, but they 
have drawn the line between such cases and those 
where the activities of the party are merely looking 
after investments and doing only what is necessary 
from an investment point of view.” 


The Tax Court Clearly Erred in Disallowing as a 
Deduction the $12,000.00 Salary Paid by Petitioner 
to Its President During the Years in Question. 


(1) Petitioner was not a passive investor so 
far as Consolidated was concerned. but was engaged 
in active business and said business consisted of the 
management of Consolidated. 


The Tax Court in its memorandum opinion said 
[Tr. 44]: 

‘oe * * we cannot agree with petitioner’s 
view that its business was that of operation and 
management of Consolidated,” 

but assigned no reason for its conclusion in this re- 
gard. With all due respect to the Tax Court, we sub- 
mit that its finding is clearly erroneous and totally 
without basis in fact or law. 


Every fact and circumstance here involved indicates 
that the sole business of petitioner was the manage- 
ment and operation of Consolidated. The original 
Consolidation agreement, heretofore referred to, 
specifically required petitioner to devote its best efforts 
to the furtherance of Consolidated’s business. [Tr. 
118.] It was at all times specifically contemplated 
that petitioner would operate Consolidated through 
its president, Douglas W. Wilson. Petitioner’s stock- 
holders and directors directed Wilson to become presi- 
dent of Consolidated and to operate Consolidated. 
This was the only way by which petitioner could carry 
out its contractual obligations. 


The testimony of Mr. Wilson printed in full in the 
transcript, pages 63 to 90, is conclusive with respect 
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to the matters here in controversy. Should there be 
any doubt that petitioner’s business was the manage- 
ment of Consolidated, we respectfully suggest that 
the Court read said testimony in full. 

It would be difficult to conceive of a clearer example 
of the conduct of an active business than that here in- 
volved. The facts of this case, it is submitted, fall 
squarely within those involved in the case of Helver- 
ing v. Highland, supra. All that was said there is 
applicable here. 


(2) The Tax Court confused the issue here in- 
volved. 


The Tax Court’s memorandum opinion [Tr. 44 to 
46] indicates that it did not grasp the real issue, name- 
ly, whether we were here concerned with the case of 
a passive investor or the active conduct of a busi- 
ness. 


Apparently the Tax Court thought that petitioner 
was asking it to disregard corporate entities. This 
is indicated by the following excerpts from the Tax 
Court’s memorandum opinion. 


“The circumstances and facts disclosed by the 
record, in our opinion—and we so hold and de- 
termine—show that the petitioner and Consoli- 
dated are distinct and separate corporate en- 
tities and that they are such may not be disre- 
garded or ignored. * * *” [Tr. 44.] 


Again the Tax Court said in its opinion: 


“A clear statement of the law touching the 
setting aside or disregard of corporate entities 
and citation of numerous authorities bearing on 
the subject are given in Inland Development Co. 
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vy. Commissioner, 120 "hed. (2d) 8926) ( Cu Cas 
10), decided in June, 1941.” [Tr. 45.] 


It is perfectly obvious that petitioner is not and 
never did contend that corporate entities should be 
disregarded. It has never even been remotely sug- 
gested that such procedure should be followed. The 
Tax Court has apparently misconceived the real issue. 


(3) The authorities cited by the Tax Court in its 
memorandum opinion are not in point. 


In this connection the Tax Court said in its opinion 
(lie 43 |; 

“That the $12,000.00 salary payment by peti- 
toner *"* * in cach of the taxable years. sme 
was not an ordinary expense of petitioner in the 
carrying on of its business * * * is virtually 
conceded by petitioner’s counsel, who at the hear- 
ing herein, in part, stated: ‘With regard to the 
salary issue, I might add that this is not the 
ordinary salary case by any manner or means. 
I know of no case on the books that is any where 
close to the issue that we have.’ ” 


The Court’s observation in this respect was obviously 
unjustified. Its irrelevance must be clear. By said 
remark counsel only intended to make it clear that 
we were not dealing with a fact case in which an 
unreasonable salary was involved. 


It is unnecessary to here review all the authorities 
referred to by the Tax Court in its opinion. We 
trust it will be sufficient to say that counsel for peti- 
tioner has read them all with care. We respectfully 
assert that not one is in point. Our views in this 
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particular may be best illustrated by examining the 
first authority referred to by the Tax Court, namely, 
the decision of said Tax Court in the case of W. M. 
Ritter Lumber Co., 30 B. T. A. 231 at 272. There 
the taxpayer corporation sold certain of its products 
through an English Corporation. ~ Said taxpayer paid 
certain employees of said English corporation a bonus 
and claimed the right to deduct said payments in de- 
termining taxable income. The persons to whom said 
bonuses were paid were not employees of the taxpayer. 
No claim was made that the business of the taxpayer 
consisted of the operation of the English corpora- 
tion. 


The Tax Court in denying the deduction claimed 
said: 

“Clearly such expenditures were purely 

gratuities and did not constitute deductible ordi- 


nary and necessary business expenses of the 
item co, * * *” 


It would be difficult to find a case less in point 
than the one just cited. Its use by the Tax Court 
as an authority for its decision in the case at bar is 
further proof of the fact that the Tax Court totally 
failed to understand the real issue under considera- 
tion. 


I 


D. Regardless of the Deductibility of the Salary 
Claimed, the Tax Court Erred in Asserting Per- 
sonal Holding Company Surtaxes Against Peti- 
tioner for the Years 1937 and 1938. 

The respondent, as a result of disallowing $10,000.00 
of the $12,000.00 salary claimed as a deduction in each 
year, increased taxable income by said amount disallowed. 
It then found that said income had not been distributed. 
and imposed the highly punitive personal holding company 
surtax which amounts to sixty-five and seventy-five per 
cent in addition to the regular income tax on the amounts 
disallowed. This action was taken in spite of the obvious 
fact that the corporation had actually distributed all its 
earnings during the years under review. As heretofore 
pointed out in the statement of facts, the petitioner’s 
records show that it accumulated no earned surplus during 
the years under consideration. Even if respondent was 
right in disallowing the salary claimed, it could not be 
recovered from petitioner’s president who has, himself, 
paid a tax thereon. Accordingly, under no circumstances 
could petitioner obtain any surplus out of which the 
$10,000.00 disallowed each year could possibly be dis- 
tributed. | 


All these facts are crystal clear. Nevertheless, respon- 
dent proposes to assert personal holding company sur- 
taxes for 1937 and 1938 in the amount of $15,255.36. A 
more inequitable result where a taxpayer has obviously 


acted in good faith could scarcely be imagined. 
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The personal holding company surtax was obviously 
intended to be asserted only where earnings were not dis- 
tributed. It was never intended to be asserted in situa- 


tions such as the present. 


The courts have the power and duty to declare that a 
thing presumably within the letter of a statute is never- 
theless not subject thereto because not within its spirit 
or the intention of its makers. This power has been used 
by the courts to prevent abuse of statutory provisions by 


taxpayers, see 


Gregory v. Helvering, 293 U.S. 465, 55 S. Ct. 266 
(1939), 


and to prevent an unjust and unintended application of 


the taxing statute. 


Pembroke Realty & Securities Corporation v. Com- 
missioner, 122 F. (2d) 252 (C. C. A. 2nd, 1941). 


In the last named case a corporation with its capital 
impaired and accordingly unable to pay out dividends had 
a large gain in its taxable year. Shortly before the end 
of the taxable year the assets of the corporation were dis- 
tributed in complete liquidation, the corporation reserving 
only sufficient cash to pay the normal income taxes and 
cost of liquidation. The Commissioner assessed a personal 
holding company surtax deficiency on the ground that 
none of the income was distributed. Without question 
this situation came within the precise language of the per- 
sonal holding companies surtax statute. The Tax Court 


sustained the Commissioner. The Second Circuit Court 
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reversed the Tax Court's decision. The Court explained 
the broad ground upon which it rested its decision in the 
following language: 

“It is within the power of the courts to declare 
that a thing which is within the letter of the statute 
is not governed by the statute because not within its 
spirit or the intention oi its makers (citations). We 
think this principle justifies the holding that Pem- 
broke, which distributed all of its current income in 
complete liquidation, was not subject to the surtax 
provided by Section 351.” 


This principle that a statute should not be applied 
where the particular situation is without doubt outside the 
spirit of the statute and the intention of the legislators 
and where the inclusion of the particular situation within 
the statute would lead to a gross injustice is not a new 
principle of law. Instead it is a general rule which has 


been long recognized by our Supreme Court. 


Lau Ow Bew v. United States, 144 U. S. 47, 12 
Se Cheol? (iso. 


Rector, etc. of Holy Trimty Church v. Umted 
States, 143 U. S. 457, 12 S. Ct. 511 (1892). 


Petitioner respectfully submits that if there was ever a 
case in which this equitable power should be invoked it is 
the present case, and that irrespective of the ruling of the 
Tax Court with respect to the salary deduction, it should 
not be liable for personal holding company surtaxes for 


the years 1937 and 1938 on any amount. 


22) 
Conclusion, 
In conclusion, petitioner respectfully submits: 


(1) That the salary paid its president during the 
years 1936, 1937 and 1938 is properly deductible in 
determining petitioner’s taxable net income. 


(2) That is no event should personal holding com- 
pany surtaxes be asserted against petitioner for the 
years 1937 and 1938. 


Respectfully submitted, 


LatHam & WatTKINS, 
By Dana LatHam, 
Ronatp C. RoESCHLAUB, 


Attorneys for Petitioner. 


